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The professional accountants have been providing
financial information of the listed companies to the
public in the published interim and annual accounts. On
the other hand, the investors have been actively seeking
information from different sources to help them evaluate
the stocks of the companies. In the process of stock
evaluation, the investors formed their perceptions
regarding the information content of the sources. This
study finds, that the investors only perceive several
accounting items related to profitability to be of
information value. They do not perceive the other
accounting items to possess much information content.
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The published annual accounts of the listed company
have long been used by the investors as the primary sources
to know. the past performance and the financial position of
the companies. The listed companies prepare their .statutory
annual accounts, subject the accounts to the mandatory
audit, and release them to the shareholders. No one really
cares whether the shareholders read the accounts. Nor there
is any idea of what the shareholders would do with the
published accounts.
In the past two decades there were a lot of studies
conducted in America investigating the marginal
informational contents of the published annual accounts of
the listed. companies. There were two main areas into which
the American academicians.had poured their research efforts.
One area focused on the general market reactions to the
release of the statutory annual accounts. Researches
conducted along this line had been on studying the
magnitude of changes in price caused by the release of the
company annual accounts, the time period within which the
stock price fluctuated subsequent to the release of the
published accounting information, and also the changes in
.the trading volume of the stock in respect of-which annual
accounts had been released to the public.
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Another group of researchers had looked on the market
response to a particular type of changes in the published
annual accounts. Studies conducted along this line had been
on the market reaction to the changes in the accounting
policy such as the basis on which inventory was evaluated
(LIFO to FIFO, or vice versa) and the basis upon which
depreciation charges were calculated (the switch of straight
depreciation method to reducing balance, or its vice versa),
or the changes in the accounting policy as corporate
statutory annual accounts were prepared as a result of
recent introduction of mandatory accounting standards (such
as accounting for changing price level).
All these studies were conducted on the observed
phenomenon in the stock market. However there had been less
endeavors to investigate the attitude of the shareholders.
No one seems to be sure about what the investing public
think within their minds concerning the information released
together with the annual accounts. The question the
researcher asks is What is the perception of the investors
regarding the published accounting information. The need to
understand the attitude of the investing public becomes
imperative as both the academicians and the accounting
professionals wonder over the impact on the informational
content of the published accounts.
As indicated in Fig. 1.1, the investors perceive the
published accounts as possessing a certain type of
information as the accounts are released to the investing
public. The investors, after forming their perception on the
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published accounts, make their decisions of buying or
selling the particular stock in the market.
In the past, a lot of academic studies have been
performed on the market reactions such as the change in the
stock price and trading volume. However, there are
relatively less studies performed on the perceptions formed
by the investors. In order to have a clearer picture of the
information content of the published accounts, it is
strictly necessary to investigate the perceptions of the




The model of the information content of published accounts.
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51.1 Discussion of the Prohleir
For most of the American researches, the researchers
could rely on some fundamental assumptions or beliefs. Most
of the studies conducted by the American academicians relied
on a large extent of the fundamental belief that the
American stock market is a strongly efficient market. It is
under this assumption that some academic researches were
conducted along well established model like Capital Assets
Pricing Model in its modified form.
The use of such model in those researches is perfectly
alright so long as the basic assumptions concerning
efficient stock market are fulfilled. However if similar
researches are to be conducted in other parts of the world
where the efficient market hypothesis may not hold,
alternations to the research methodology have to be made if-
we are looking for meaningful results.
I have mentioned before that no one is sure whether the
investing public analyze, study, read or even glance on the
published annual accounts of a company. Therefore I have the
opinion that it is a good study topic if I proceed to
investigate the perception of the investing public on the
published annual accounts of a listed company in Hong Kong.
As a result,,' my work is to study the attitude of the
investors with respect to their perceived value of the
published accounts.
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1.2 Objective of the study
The objective of this study is to investigate whether
the published statutory annual accounts are perceived to be
possessing any informational contents. Specifically I shall
look into what particular categories of information the
investors look for as they analyze the financial statements.
I shall look at ways by which the accounting profession can
improve the usefulness of the published accounts for the
investors.
1.3 Importance of the study
Traditionally the accountants fulfilled the stewardship
function by reporting to the shareholders in the form of
financial statements. Furthermore professional accounting
bodies all over the world had devoted much of their valuable
time and efforts to the formulation and enforcement of the
mandatory accounting standards with the view. to regulate the
manner in which the published'accounts were prepared and
reported to the general investment public. Since so much of
the resources of our society had been spent on the way the
published annual accounts are prepared and presented, it is
important that both the accounting professionals and the
academicians are aware of the perceived usefulness of the
published annual accounts.
Therefore in my study, I shall investigate whether the
accounting information presented with the published accounts
are perceived to possess any value in the mind of the
investors. In case the usefulness of the published accounts
is perceived to be of small value by any reasons, all the
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parties concerned, including the accounting professionals
and the academicians, should find ways to remove the
obstacles to the benefits of, the community as a whole. As a
result, this study would serve as an alarm to the academic
circle and the professional accountants. Therefore the
results of.this study should be of good value to both the
professionals and the academicians.
l.4 Organization of the Study
There are six chapters in this thesis. Chapter One
introduces the topic, states the problems, describes the
objectives of the study and explains the importance and the
organization of the thesis.
Chapter two is divided into two parts. Part one
describes the literatures related to my study. The
literatures tell us the work performed by academicians who
have adopted an informational approach to investigate the
accounting information. In the second part of the chapter, I
explain the methodology of my research.
The findings of the study are reported in chapters
three to five. The findings are consisted of two parts. The
first part is the views disclosed during the interviews with
the institutional investors. It is reported in chapter
three. The other part is the findings from the
questionnaire survey from the individual investors. It is'
reported in Chapters four and five.
Chapter Four contains the information disclosed in two
panel discussions. One of the panel was conducted with
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several professional accountants concerning the
informational contents of the published annual accounts. The
disclosure of this panel is taken as a reflection of the
views who prepare the published annual accounts. Another
panel was conducted with several employees of an.
organization. The disclosure of the second panel is taken as
a likely indication of the view of the ordinary investing
public who do not have any specific training on either
finance and accountancy. The purpose of the' panel
discussions is to help me design the questionnaires which
.would be widely distributed in the later stages of my study.
Chapter Five presents the summary of the
questionnaires' findings.
Chapter Six concludes with the summary of the study. It
also looks at ways to improve the usefulness of the
.published accounts for the investors.
9CHAPTER II
LITERATURE REVIEW AND METHODOLOGY
2.1 Literature Review
In the recent decades, more and more academicians are
interested in the area of behavioral accounting. A lot of
researches have been conducted on this relatively new area
of accounting. They are called the behavioral accounting
researches (BAR). As literature's in the BAR area
proliferated over time, different directions emerged.
Prominent' directions under the BAR area include the human
information processing and the predictive ability of
accounting data. The main theme of the researches is briefly
outlined as follows.
Researches in the discipline of behavioral accounting
research (BAR) can be traced back to 19501s. 1
Argyris was
the pioneer in this field of study. His article was released
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in 1952. Simon, Cuetzkow, Kozmetsky, and Tyndall, another
group of researchers in the BAR field, released their
literature in 1954. The studies of Argyris and Simon were on
the accounting area of budgeting and management controls
system. Those studies were the first major contributions to
the human side of accounting studies.
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Devine followed the same line of study in the BAR
10
area and stressed the importance of the behavioral aspects
in accounting. Devine pointed out some behavioral studies
neglected by accountants. He also highlighted several
research methods that might be useful for studying the
behavioral aspects of accounting.
In the early days of researches in the BAR area,
4 5
stimulus-response studies were performed. Dyckmann, T.R.,
another researcher, also took the lead in performing studies
in the stimulus-response area of behavioral accounting
researches. The stimulus was set of financial statements or
propectus embedded in a business game. The respondents were
asked to compare and evaluate financial statements enclosed
within the business game. The respondents were then invited
to complete and return the questionnaires sent out together
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with the financial statements. Jensen, R.C. and
7 8
Livingstone, J.L. were the other two prominent
researchers under the stimulus-response study approach.
9
Ijiri, Jaedicke, and Knight studied the behavioral
implications of accounting measurements. They found out a
decision maker has to alter their decision-making process to
allow for changes in accounting policy so as to make his
decision optimal.
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Oliver, B., used the stimulus-response approach to
investigate the effects of proposed changes in financial
reporting. Similar study has also been conducted by Patton,11
J.M. in his research regarding the effects of
consolidating municipal financial reports.
The accounting researchers have pointed out the
11
directions of BAR in the late 1960s. Birnberg and Nath 12
have introduced the behavioral accounting approach in
13
managerial accounting. Bruns, W.J. considered the
behavioral effects in decision making.. Whereas Burns and
14
DeCoster have put their idea of future strategy for BAR.
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Hofstedt and Kinard went forward to give direction
and establish boundaries. for behavioral accounting
research in the 1970's. As literatures in the BAR area
proliferated, the American Accounting Association Committee
on Behavioral Science Content of the-Accounting Curriculum
[1971] attempted to define. behavioral accounting research.
The 1970s witnessed more-development in the BAR area.
Two paradigms have been developed in the area of human
judgment and human information usage. The paradigms are
building blocks in the area of behavioral accounting
research. They are the lens-paradigm and the subjectively
expected utility (SEU) paradigm. The lens paradigm
emphasizes the construction of linear models of the
information processing activities and the accuracy of
intuitive decisions relative to those prescribed by the
formal models. The lens paradigm also studied the extent to
which the intuitive decisions of expert decision makers
agree and means to improve the accuracy and the agreement.
The 1972 report of the Committee on Accounting Valuation
16
Basis suggested to apply the lens model from the
17
psychological findings to BAR. Libby, R. studied the
failure prediction ability of the loan officers with the use
12
of the lens model. Wright. W.F.18 19 investigated how much
insights the users of the financial statements have as they
use the financial data. He also studied the decision making
process of a person as he is to process financial
information to make financial decisions. The SEU paradigm
emphasizes the relation between the intuitive decisions and
those prescribed by formal models. The SEU also focuses on
the assessment, -revision, and the use of probability in
decision making.
Lev, B. applied the information theory to the use of
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the accounting data as early as in 1969. His application
of information theory to accounting data was based on the
rationale that there were a certain number of answers with
different probability attached to a problem.-As information
contained in the accounting data is released, the
probability attached to the set of answers undergoes a
transformation. Information is defined as the function of
two sets of probabilities attached to the answers, one
before the release of the accounting data and the other
after it. Lev has applied the principle of information
theory to the discrimination of failing and non-failing
firms, aggregation of accounting data, and analysis of
budget variances.
In the 1960s, two accounting researchers started their
work on the predictive power of accounting data. Altman,
21
E.I. developed a multivariate model, the Z-score model,
to predict the possibility of the firms bankruptcy. Deaver,
22
W.H. put forward instead an univariate model to predict
13
firm failure. Both the researches performed by Altman and
Beaver were focused on the predictive power of financial
ratios in estimating the possibility of firms bankruptcy.
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In 1982, Ashton, R.H. delineated the role of
information processing and summarized it in two
perspectives: probability revision and predictive ability.
The probability revision perspective viewed information in
terms of its impact on revisions of expectations of-expected
outcomes. The predictive ability perspective viewed
information in terms of its impact on the prediction of
specific future events. The two perspectives were fully
represented by the work performed by'Lev and Beaver.
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Libby, R. outlined the decision behavior in
accounting contexts. He went on to evaluate the quality of
the decisions and suggested remedies for any discovered
deficiencies. The mission of Libby was to bridge the gap
between the basic theory of human decision making and its
application to accounting.
As so many academicians have attempted to apply the
information theory to the accounting matters, I am
interested in understanding the perceived information
contents of the accounting data in the minds of the
investors. It is an interesting area of study in which I can
understand if the perceived information content of the
financial statements has any impacts on the behavior of the.
investors'. In this study, I am going to investigate how the
investors view the published accounting statements.
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For the purpose of easy reference,.a diagram is shown
below depicting the trend of the researches conducted and
literature published in the BAR area:-
Figure 2. 1: General trend of researches conducted in the BAR
area
( Numbers in the bracket refer to the literatures listed as
reference.)
Early Literatures
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As we have discussed before, my research is an
attitudinal study on the investors .I want to find out the
factors. they regrad as important in their investment
decisions making process The objective of the study is to
find out the perception of the investors to the published
accounts of listed companies in Hong Kong. Therefore, I
have arranged interviews with the investors in Hong
stocks. Specifically the interviewees have been asked upon
their opinions regarding the information content of the
published accounts of the listed companies
Before I start the study, I have broadly classified the
active participants in the Hong Kong stock market into two
main categories One group of the investors is the
institutional investors Dominant investors within this
group are the unit trusts, pension funds,indurance
corporate investors. Another active group in
the market is the individual investors who deal in the stock
on their own accounts.
Some of the individual investors take a long term
investmcilt.perspecti, whereas another group of individual
investors takes a short term speculative standing in the
stock market. Within the group of individual investors, some
are of more sophisticated mind. They may have previous
training kowledge in the area of economics, finance, or
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accounting. Another group of individual investors are of
relatively simple minded. They do not have training in any
.disciplines related to investment. The sources of
information they look for include rumors and gossips in the
market.
After broadly classifying the investors into two main
categories, the problem facing the researcher is to decide
whether the scope of the research is to be confined to any.
of the two groups above-mentioned or to include both
categories in the'research. As the objective of the study is
to find out the perceived value of the informational content
of the published accounts, the study of both groups of
investors would certainly help me have a thorough
understanding on the problem I am studying. A study with the
understanding of one main category of investors and total
'ignorance of the other main category is detrimental to our
understanding of the perceived value of the published
accounts. Therefore, I have decided to widen my scope of
research to both institutional and individual investors.
The research study performed includes two main parts.
Firstly, I have conducted in-depth interviews. with
representatives from institutional investors. Secondly, I
proceed to conduct a study with the individual investors,
Since the professional accountants are the preparers of
financial statements, they have a clear understanding of
what is reported in the published accounts. Such being the
case.,- I proceed to arrange an in-depth interview with a
group of professional accountants in order to solicit their
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opinions on the perceived -information content of the
financial statements. Also, I invited to interview another
group of investors who do not possess any previous training
in any disciplines related to stock investment. With the
benefits of the information gathered from the interviews, I
have designed a questionnaire to conduct a large scale
survey. The purpose of inviting the individual investors to
panel discussions is to benefit me in my subsequent design
of the questionnaire to be used later in the study over the
investors. The opinions expressed by the interviewees, are
valuable input to my questionnaire design.
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2.2.1 Institutional Investors
The purpose of the interviews with the institutional
investors is to find out their perceived value of the
information content of the published accounts. I believe the
opinions disclosed by the several representatives
interviewed is indicative of the general opinion shared
among the institutional investors. There are three reasons
for my belief stated above:-
Firstly, the portfolios of stocks under the management
of the interviewees' institutions are large in the Hong Kong
environment. The institutions my interviewees represent are
market leaders in the local investment circle. Given the
size of the Hong Kong market, my interviewees' institutions
are representatives of the whole industry in the local
market.
Secondly, there are not too many institutional
investors in Hong Kong. The *number of my interviewees
accounts for about 10 percent of the total number of
institutional investors in Hung Kong. Therefore my sample is
large enough to be representative of the population here.
Thirdly, since the total number of institutional
investors is not a large number in Hong Kong, the
interviewees have frequent contacts with the fund managers
in other institutions. The interviewees should have a clear
idea of the process through which the other institutions
make their investment decision. During my interviews with
the institutional investors, they disclose to me that fund
19
managers in other institutions employ similar'practices in
their fund management.
I have invited representatives from one of the large
international stockbrokers, one international insurance
company, and several leading international unit. trusts to
interviews. They are active participants in the stock
market. The representatives from the institutional investors
above-mentioned are directly responsible for. stock
investment in the Hong kung market. During the interviews,
specific questions were asked about the factors their
institutions have taken into consideration before their
institutions made their buy.or sell recommendations or
decisions in the Hong Kong stock market.
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2.2.2 The Individual Investors
The in-depth interviews with the professional
accountants and the investors without training in the
investment area are to enlighten me on the opinions shared
among the individual investors regarding the perceived value
of the information content of the published accounts. The
information gathered during my interview with them has
played a prominent role in my subsequent revisions of the
questionnaires. Due to the large number of the individual
investors in Hong Kong, a survey on a large scale can ensure
more reliable results.
The.interviews are briefly described as follows:-
2.2.2.1 The professional accountants
T have also invited five professional accountants who
have invested in the Hong Kong stock market to give their
views on the factors they have taken into consideration
before they make their sell or buy decisions or
recommendations. All the professional accountants
interviewed have practical accounting experience for more
than 6 years. They.have working experience in retailing,
entertainment, trading, finance, industry, manufacturing,
docks, government departments, construction and properties.
They represent a diverse scope of exposure in the business
environment' in Hong Kong. They have obtained associate
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membership status with the Hong Kong Society of Accountants.
They are within the age group of 27 to 33. Their annual
income falls in the bracket of HK$ 250,000 to HK$ 400,000.
They have started purchases and sales of stocks in Hong Kong
since 1981. This is an in-depth discussion. Their views are
reflections of the opinion of those professionals who
prepare the annual published accounts.
2.2.2.2 The investors without training
in the accounting and finance area
A group of five general clerks without any specific
training in the finance and accountancy area was also
invited to an interview. They are colleagues of mine at the
time I worked some years ago. Their ages range from 35 to
55. They have five to twenty years experience in stocks
investment. They were invited to an interview because I
believe their opinions reflect the likely opinions of the
general public.
2.2.2.3 Design of questionnaire
Before I conduct the interviews, I have come up with
the first draft of a questionnaire. The feedback I obtain
from the interview played an important role in my subsequent
rcvioion of the questionnaire. A revised questionnaire is
prepared before I start the survey on a large scale.
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2.2.2.4 Revisions of the questionnaires
Additional questions have been added to the
questionnaire. During the interviews with the
representatives from the institutional investors and the
professional accountants, the interviewees reveal that the
future prospects rather than the past performance of the
companies are more important to their investment decision-
making. As a result, two questions have been added to ask
the respondents' opinion on the dividend forecast and the
profit forecast of the listed companies. Since the
chairmen's reports and the directors' reports help to shed
light on the future development of the companies, I have
added question on whether the respondents perceive the
chairmen's/directors' reports to' have any information
contents.
As pointed out by the representatives from the
institutional investors, investors in property stocks should
pay particular attention to the net assets value of the
companies. Therefore, I have added a question to the
questionnaire to ask the respondents about their perception
regarding the net assets value.
One of the professional accountants interviewed
disclosed that he has used the cash flow valuation model for
stock evaluation. As a result, a question has been added on
the respondents' perception regarding non-cashflow items. My
rationale is that if the investors use a cashflow evaluation
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model to value a stock, they must be interested in using the
non-cashflow items. It is because they have to add back non-
cashflow items to the operating profits in order to figure
out the cashflow of the companies.
Also, one of the respondents during the interview
reveals concerns about the validity of the state of
financial position at the balance sheet date. The
interviewee suggest that it is a good idea to add a question
on the audit report.
Furthermore, it is a common belief in the market that
the interest rate movement has its impact on the general
price level of the stocks in the market. Specific. questions
are therefore added to the questionnaire to inquire about
the respondents' perception on the matters.
In the final version of the questionnaire, I ask the
respondents to disclose their opinions on twenty six
questions. Sixteen of the questions asked are historical
accounting related questions. The information of the
historical accounting related questions can be obtained from
either the interim report or the annual report of a listed
company.- The other ten questions are non-historical
accounting related. They are asked on the matters likely to
have impact on the. decision-making process of the investors.
I intentionally mix the sixteen historical accounting
related questions with the ten non-historical accounting
related questions randomly. The motive of mixing the
questions is to prevent the respondents to be pre-
conditioned by what I have asked in the immediate preceding
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questions. I believe the random ordering of the questions
allows the respondents to think clearly on each individual
question as they give their answers. Regarding the
historical accounting related questions, my concerns are
spread over the following several topics:-










Apart from the historical accounting related questions, I
also ask them questions regarding the followings:-
a. Stock price
b. Stock Index
c. General economic indicators
d. Competition
e. Market information
f. Performance of other companies
g. Dividend/Profits forecast
Though it is riot-the purpose of my study to investigate the
impact of the rion-accounting matters in investment decision,
the purpose of including those items in the questionnaire is
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to gather some background information which might help me
understand the respondents better.
2.2.2.5 A large scale survey on
the professional accountants
After the design of the questionnaire, I proceed to conduct
a survey on a larger number of professional accountants. The
purpose of the survey is to extract their opinions on the
perceived information content of the published accounts.
The reason I choose the professional accountants as target
for the survey is that Lhey have expertise in the
preparation of the published accounts. They should have a
clear idea about which item of accounting data is important
for their use of the published accounts as a. means to
understand the financial position of the companies whose.
shares are being traded in the Stock Exchange. As reported
in Chapter IV, during my interview with the investors who do
not have any previous training in the accounting and the
finance area, I have found that most of the ordinary
investors do not perceive the accounting information as
possessing much information content. Therefore I am of the
opinion that if the professional accountants do not perceive
the published accounts to be of much information content, I
can reasonably assume that the ordinary investors would not
perceive the published accounts to be possessing much
information content. Furthermore, the accountants are the
professionals who are bound to use the accounting
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information in their day to day duty, their opinions on the
matters are representative of the sophisticated investors.
Therefore, my survey is to find out whether the professional
accountants perceive the published accounts as possessing
information content.
The study on the perceived information content on the
part of the accountants is regarded as a type of weak form
test. If the professional accountants,, knowledgeable persons
on accounting matters, do not perceive the financial
statements as of possessing information value, we can
reasonably assume that the other investors with less or even
no prior training in the L.inance, accounting and/or
economics area would not perceive the financial statements
as of much information value either.
I am able to have access to the name list of the Hong
Kong Society of Accountants. The name list discloses either
the residential addresses or the addresses of the
corporations in which the accountants work. I therefore
conducted a mail survey with the members of the Hong Kong
Society. of Accountants. Accountants in the name list were






I have invited representatives from one large
international brokerage house, an international insurance
company, and several institutional investors for interviews.
The questions I asked during the interviews were the factors
the institutional investors had taken into consideration
while they made their own purchase decisions or buy/sell
recommendations for their clients. I have also specifically
asked about whether the accounting information disclosed in
the annual earnings reports has made any impact upon their
decisions.
3.2 Interview Findings
3.2.1 Fundamental Analysis: Top-down Approach
The interviewees disclosed that they have conducted
both fundamental and technical analyses before they made
their purchase decision or make their buy/sell
recommendations. Regarding fundamental analysis, one of the
interviewees disclosed that he has used a top-down approach.
They first start by evaluating the fundamental strength of
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the global economy. In the evaluation of the global economy,
they would evaluate the gross national product of the
leading industrial countries in the world, the Pacific-Asia
region, Mainland China and eventually the Hong Kong local
economy.
After evaluating the basic economic factors, they would
also take into consideration the recent performance of the
different sectors in the Hong Kong stock market: property,
constructioil, conglomerates, manufacturing, hotels,
utilities, finance and banking, and so on. According to the
average price-earning ratios of different sectors in the
past years and the current general market sentiments, they
will judge whether the current stock price in the
particular sector is relatively high or relatively low. And
further attention will be paid to the sectors where there
appear to be upwards potentials in the future.
-Within the sectors they believe that there are upwards
potentials, they will proceed to pick specific stocks.
Particular attention will be paid to the price-earning
ratios of different stocks. Price-earnings ratio is
particularly important for earnings-driven stocks. They
will also make comparison with the price-earnings ratios of
other companies in the same industry and the average price-
earnings ratios during the past few years.
29
Fiqure 3.1










3.2.2 Net Assets Value
Concerning property stocks, one of the interviewees
also disclosed that he would pay par.ticulai: attention to the
net assets value of the company. It is because the property
development companies can always be treated as a collection
of portfolios of assets. Attention would be paid to the
composition of the assets under the ownership of the
company. The institutional investors would look into the
question of whether the properties are held by the companies
for investment or development purpose. If the properties are
held for development purpose, attention will be paid.to the
stage of completion of the properties. Particular attention
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will also be paid to the land bank of the property
develonmerit stock.
3.2.3 Earnings
The interviewees also analyze whether the quality o.f
the recurrent earnings are. The quality of the earnings is
regarded as good if the earnings of the company are expected
to recur at the same level in the coming years without
subject to any uncertainty in the future. For example, the
earnings of the Hong Kong Land is regarded as of good
quality because it is mainly derived from the rentals income
generated from its propexties.•And the rental income has
been to a large extent governed by rental contracts running
to duration of several years. Whereas the earnings of the
property development companies, such as Great Eagle is
regarded as of less good quality becausethe earnings of the
property development companies are derived from the sale of
properties after development. Earnings of these properties
development companies are subject to uncertainties related
to the economic outlooks of the Hong Kong economy in the
years in which the properties are offered for sale. Good
earnings in one financial year may not guarantee good
earnings in the next years.
Apart from the quality of the earning, the
institutional investors will also consider seriously the
growth potentials of the company earnings. A relatively
higher price-earning ratio will be assigned to the companies
31
with higher growth potential.
3.2.4 Price-earnings Ratio
The interviewees have attached much significance to the
price-earnings ratios of the listed companies. Most of them
have in their minds a certain price-earning ratio for each
particular sector or even stock in the Hong Kong stock
market. Any stocks trading under their assumed reasonable
price-earnings ratios would be regarded as having upwards
potentials in the market. Of course they would not go
immediately into a buy/sell decision without also taking
into consideration the general market sentiments and the
average price-earnings ratios in the current market
environment.
They have also adopted a relative pricing approach.
Under this approach, they will switch their funds among the
different stocks. Normally they will switch their fund from
a relatively high price-earning stock to a low price-earning
stock provided that the two stocks concerned are similar in
most significant aspects.
3.2.5 Earnings Projections
They will project the earnings of the different stocks
trading in the Hong Kong stock market. It is because the
institutional investors, like most other investors, are
primarily concerned with the future earnings of the listed
32
companies rather than the past earnings of the companies.
They will calculate on their own the prospective earnings of
the companies. They may also arrange company visits in order
to have a closer look into any points which they feel
important to their analyses.
3.2.6 Published Accounting Data
However, not any one of the interviewees attaches much
significance to the accounting information disclosed in the
published annual accounts. Upon my sepcific questions on
whether they use accounting data in their analyses, one of
them disclosed that he had analyzed the components of the
company profits, and the profits margins; segregaied the
effects of the extraordinary items; pay attention to the
dividend payment; and the Xhairman's reports which accompany
the published annual accounts. But the representative
disclosed that the institution only treats those accounting
information as a reference. No particular significance is
attached to the accounting information.
One of the representatives indicated that he is also
concerned with the financial position of the listed
companies. He has been paying particular attention to the
debts management of the companies, the interests burden
borne by the companies, and the cash position. He has
also paid much attention to the financial leverage of the
companies. Particular emphasis has been paid to the
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financial leverage of the property development companies.
One of the interviewees indicated that the accounting
information would be referred to only on the occasion of new
is-.ucs. Apart from new issues, the institutional investors
will normally resort to other methods of stock evaluation.
3.2.7 Models
I have also asked specifically whether the
institutional investors adopt any valuation model for
evaluating the Hong Kong stocks. My concerns are whether
they use models like the Capital Assets Pricing Models,
Market Models, Arbitrage Model, Dividend Valuation Model, or
Cashflow Model to evaluate the stock in the Hong Kong
market. If any of the institutional investors disclosed that
he is using either the Dividend Valuation Model or the
Cashflow Model,* we are sure that some of them do use the
accounting information in a disguised form because both the
Dividend Valuation Model and the Cashflow Valuation Model
utilize a lot of accounting data. However, not any one of
the representatives gives a positive answer to the question.
During our interview, not even one representative says that
his institution makes use of any of the above-mentioned
models. Further the representatives indicated that they have
not heard any other institution in Hong Kong is using those
models. One of the representatives interviewed even
disclosed that he had used the Capital Assets Pricing Model
some time ago in his stock evaluation but he found that
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there was no significant benefits observed in using the
model. He indicated that he no longer used any of these
models in his day to day management of the investment fund.
One of the interviewees indicated that he has found
cash flow a valuable item in his valuation of stock. Though.
he is not using any cash flow model in his analysis, he did
find cash flow important to his analysis. He related to me
his experience after the Crash in October 1987. He disclosed
that immediately after the Crash, no one is willing to
invest his fund in a second or third line stocks. At that
time, the institutional investors sought to safeguard the
interests of their investors by switching their fund to
companies with big name and good cashflow. In that period,
dividend payment of a company suddenly become an important
factor in stock selection. Institutional investors want to
switch their fund into companies with good cashflow. The.
primary concern of the institutional investors at that time
was to safeguard the interests of the investors.
One of the representatives indicated that his
institution paid a lot of attention to the profits forecast
of the listed companies. In his analysis of the profit
forecast, the fund manager also conducted sensitivity
analysis to several important factors associated to the
particular company under his study. But he made it very
clear during the interview that he personally did not find
the dividend forecast and the cashflow of much value as he
made his sell/buy decision. The primary concern of the fund
manager is the future earnings o.f the listed companies.
His disclosure was a direct contrast to the approach
advocated by the academicians in America. The academicians
have been advocating that the investors should use the
dividend valuation model or the cashtlow valuation to find
out a value for the stock. However, the view of our
interviewees who represent a large extent of the
institutional investors in Hong Kong that not one of them is
following the orthodox approach strongly advocated by the
academicians.
3.2.8 Technical Analysis
One of the representatives disclosed that apazL LLO,
fundamental analysis, he has utilized technical analysis in
his research. Among the popular technical analysis
techniques he has been using are the Relative Strength
Index,. Volume Momentum, stochastic and parabolic analysis.
Moving average has also been used in his stock selection.
3.2.9 Market Sentiments
Also., the interviewees admitted that the market
sentiment is an important factor they had taken seriously as
they made their sell/buy decisions. Rumors and news
circulating in the market are also an item they paid much
attention to in their day to day stock analyses.
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speculative attitude over the stock selection process.
Factors like recent price of the stock, recent Hang Sena
Index movements, news or rumors on merger and acquisition
attempts interest them more.
During the panel discussion with the professional
accountants, it is revealed that some of. the accountants
take a different approach as compared to most investors.
Some of the accountants, being the preparers of the
published accountants, do pay more attention to the
published accounts.
4.1.2 Categories of accounting items
In accordance with a basic approach regarding
interpretation of accounts, we can classify the commonly
used accounting ratios into two main categories:-Firstly,
return on investment, which may be further broken down into
profitability and assets turnover and secondly, financial
position, which can be further broken down into financial
leverage. in the long-term and liquidity in the short-term.
During the panel discussion with the accountants, we have
the chance to discuss with the professionals their opinion
concerning their attitude on the return on equity and
financial position.
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regarding various types of assets turnover only reveal how
efficient the management has been in generating sales from
the assets under their deployment. The accountants believe
that the end result of the efficiency of the management in
the utilization of the assets to generate sales has been
adequately reflected in the bottom line figure. Therefore
there is no need to pay too much attention to the assets
-turnover ratios.
4.1.2.3 Financial Positions
Concerning the financial position, the accountants
expressed mixed reaction'to its level of importance. About
half of the accountants in the panel revealed that they
found both the long-term financial leverage ratio and the
short-term liquidity ratio of much value. Whereas about half
of the accountants indicated that they did not find the
ratios of much importance. The accountants who felt that the
ratios regarding financial position as not of great value
revealed that it was difficult to say whether the companies
were in poor or good financial position by just looking at
the ratios. The main reason they cited for their argument
was that the ratios on financial position should be industry
specific or even firm specific. Corporations in some
industries could still survive even if their ratios looked
bad because of particular reasons in their specific
industry. Also, a particular firm with good financial
position might not be able to survive because of reasons
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peculiar to that particular company. Therefore, they argued
that it was by no way possible to find the ratios on
financial position helpful in their valuation on sLock.
Figure 4.1








(Paramount (Not (Mixed (Mixed
Importance) Important) Reactions) Reactions)
4.1.2.4 Models and Accounting Information
4.1.2.4.1 Cash Flow Model
Some of the accountants disclosed that they have been
using some of. the popular models in their investment
evaluation. One of the accountants revealed that he has been
employing the cashflow approach in his stock evaluation.
Specifically, he has been examining the operating profits of.
Position
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the companies during the past five years. He also went to
the details as to derive the cashflow of the companies
during the past five years by adjusting the profits figure
with the non-cashflow items like depreciation, amortization,
and profits on sale of-fixed assets. He continued to project
the future cashflow of the companies. He further capitalized
,the future cashflow at the current prime rate in the money
market so as to get the values of the companies. He
disclosed that'he normally used this method to derive the
value of the company for his reference in making the
sell/buy decision. He also admitted that technical analysis
of some sorts were also used as aids for his investment
decisions. But anyway he was of the opinion that he has
attached much importance to the cashflow evaluation of the
companies.
4.1.2.4.2 Price Earning Model
AnoLher accountant also disclosed that he evaluated the
stock by multiplying the earning per share by a reasonable
price-earning ratio. He estimated the reasonable price-
earning ratio by reference to the historical price-earning
of the company and the current price-earning ratio of other
companies in the same line of business. Normally he observed
that the stocks of the companies in a particular sector have
been trading within a certain range during the past several
years. He has taken the steps as to find out the average
price-earning ratio of the companies during the past five
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years. Furthermore he followed the development of several
companies closely. He had been paying much attention to
brokers' projections and analyses of the companies'
prospective profits during the current financial year. He
regarded the profits forecast of great importance. He argued
that it was the prospective profits of the companies which
interest him. He further proceeded to obtain the value of
,the companies by multiplying the price-earning ratio and the
earnings per share together.
4.1.2.4.3 Dividend Valuation Model
Another accountant mentioned that instead of using the
profit figure, he was more interested in the dividend
payments of the company. He himself had a personal bias
towards investing his money in stocks paying high dividends.
As a result, he regarded the dividend payments of a company
with paramount importance. Also, he used a dividend growth
model to evaluate the stock in the Hong kung stock market.
The accountants disclosed that they have found the
published annual accounts very helpful in getting the




The Information Needs of the Commonly Used Models
Accounting Information NeedsModels
1. Net Profits before TaxCashtlow Valuation
2. Non Cash Flow Items
I 1. Earnings Per SliarI Pr ice-earnirig
1. Dividend PaymentsDividend Valuation
Even among the group of accountants who takes a more
speculative view on stock trading, the interviewee
reference during their investment decision process,
Particularly they have found the interim profits reports anc
the latest available financial reports and profits forecasts
very helpful.
disclosed that they have taken the financial statements for
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4.2: PANEL DISCUSSION WITH
THE NON-ACCOUNTANTS INVESTORS
Apart from our panel discussion with the professional
accountants, we have also conducted a similar panel with a
group of staff working in a business organization with me
some years ago. We have discussed the factors they have
taken into consideration while they made their personal
investment decisions in the Hong Kong stock market. It has
been revealed during the panel discussion that they have
taken a lot of factors into consideration as they make their
personal investment decision. The factors they have taken
into consideration can be broadly classified into the
followings:-
1. Current market sentiments and recent stock market
performance
2. Comments from brokers and personal friends and
3. Commentary and news from mass media.
4.2.1 Market Sentiments
Most of the participant: in the discussion panel reveal
that they have taken current market sentiments as a prime
factor when they made their investment decisions. They
reason that the psychological factor has been paying a
dominant role in the stock market. One of the participants
has cited the Crash in October 1987 as, his evidence. He
argued that there was no particular sights in October 1937
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which showed that the world-wide economy was going to
perform poorly in the coming years. With hindsight, we can
say that the idea that the economy would perform poorly is
without reasonable ground. However, there is no one willing
to buy in the stock market. The psychological effect ha.s
made 198.8 a relatively quiet year in the stock market. Most
market participants were of the opinion that the bull market
had died. In contrast to the market sentiment before the
1987 Crash, most market participants were so bullish that
they thought that.the Heng Seng Index could reach a higher
figure.
4.2.2 Recent Market Performance
Also the participants in the discussion panel revealed
that they paid attention to the recent performance of the
stock market. The importance of the recent market
performance is more dominant for those who take a more
speculative view. Some of the speculators even disclosed
that they have tried to take an intra-day position in order
to exploit the short-term market movement.
4.2.3 Brokers' Comments
Another important source of information the
participants quoted during the panel discussion was the
comments from brokers. They indicated that they usually did
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not have the good network of news and information concerning
the market as the brokers. Also some brokers performed their
analyses concerning the stocks in the market. Therefore they
revealed that -they would pay particular attention to the
comments of the brokers.
4.2.4 Comments from Friends
Apart from the brokers, the participants also revealed
that they found the comments of their personal friends
valuable in their.stock selection process. I asked why they
paid attention to the comments or idea of their personal
friends since it was highly unlikely that their friends
would do analyses of any types on the stock market. Upon
this question, they revealed that even though their personal
friends did not conduct any fundamental or technical
analysis, their friends were of similar backgrounds. They
found that their friends shared similar attitude and
understanding to the stock market. Therefore, they felt that
their friends were usually more understandable than other
peuple in the streets. Though they admitted that their
friends might not be able to give opinion from a different
perspective to them, they still treasured the fact that they
would more readily understand and accept the opinion of
their friends.
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4.2.5 Commentary from Mass.Media
Another common source of information the participants
look for while they make their investment decision is the
commentary from the mass media. They disclosed that the
analyses revealed on the mass media like newspaper usually
gave them a lot of insight over area they might have
overlooked. Furthermore the commentary normally gave them a
lot of background information the ordinary investors usually
could not gain access to. As a result, they found the
commentary on the mass media of great value.
4. 2. 6 News
They also disclosed that they relied on the mass media
for the provision of news. A lot of rumors were also
reported on the newspaper. They found that all news and even
rumors were of much value to them.
4.2.7 Financial Statements
When questioned on why they did not analyze the
financial statements before they made their investment
decisions, they revealed a number of reasons for not doing
that. They revealed that the financial statements were
normally subject to window dressing by the companies. They
were of the opinion that the companies would do all they
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could to conceal unfavorable information from the public.
Furthermore, they disclosed that the financial statements
were normally out-dated. The statements only disclosed the
past results of the companies. There was no way for them to
know about the future or even the recent performance of the
companies by consulting the financial statements. They
revealed that the financial statements would only be of
interest to them if they included forecasts on Lhe future
financial positions of the listed companies. Also, not of
them were of numerical-minded. They felt that it was not
perfectly alright for them to tell whether a company was
performing well or not by just looking at the financial
statements. As a result,'they did not rely on the financial
statements as they made their investment decisions.
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CHAPTER V
ANALYSIS OF THE QUESTIONNAIRES
5.1 INTRODUCTION
Chapter III is the report on the interviews with the
institutional investors. Chapter IV is the report on the
panel discussions with the individual investors. There are
two panels on the individual investors. One panel for the.
professional accountants and the other for several staff in
an organization. Those staff are without any formal training
on finance and accounting. It is conducted with the view to
explore the opinions of the market participants. Area of
interests could be discussed thoroughly during the
interviews and the panel discussions. However, due to the
difficulties involved in handling a large number of
'partic.ipants in the discussion panel and the interviews, I
have to limit the number of interviewees and the panel
participants to a relatively small number.
5.1.1 Objective of the Survey
The objective of this survey is to obtain the altitude
of the individual investors concerning their evaluation and
usage of the information provided on the published annual
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accounts. As the professional accountants are the persons
responsible for the preparation of the published accounts,
they should be familiar with Lhe information disclosed in
the published accounts. It is afraid that the ordinary
individual investors other than the professional accountant's
may not be using the financial statements so much as the
accountants when they make their investment decisions. The
fear has been confirmed by the result of the two discussion
panels. The details of the findings have been disclosed in
the preceding chapters. The discussion panel on the
professional accountants revealed that they were using the
information. provided by the published accounts as
ingredients for their stock evaluations. However, a totally
different situation appears as I examine the result on the
discussion panel with of the staff who do not have any
formal training on the finance and accounting area.
Therefore, I make the decision to conduct the survey with
the accountants. It is expected that a higher percentage of
them would take.more of the accounting information into
their investment decisions. If the professional accountants
do not perceive the financial statements as of much
information content, we can reasonably assume that the other




In this Chapter, the result of a questionnaire survey
is reported. I am able to have access to the name list of
the professional accountants in flung Kong. I therefore
proceed to-contact the professional accountants according to
the name list. I have distributed a total of 1500 mailed
questionnaires to the professional accountants. They are all
members of the Hong Kong Society of Accountants..
The results of the survey are reported in the following
paragraphs:
5.1.3 Rationale
The questions asked in the questionnaire are basically
on whether the respondents have been affected by the
information provided in the published accounts as they make
their investment decisions. I take the view that if the
investors have been affected by the information disclosed-in
the published accounts, the investors would perceive the
published accounts to possess information contents. If,
however, the investors have not been affected by the
'information disclosed in the published accounts, we can
conclude that the investors do not perceive the published
accounts to be of much information content.
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5.1.4 Questions
Accounting data has been in widespread use in the
present day business environment. Though there have been
some pressure from the academic world to reject rati.o
analysis as an analytical technique in assessing business
performance, there are still a lot of scholars interested in
using the financial ratios as tools in their analyses of
corporate performance. Some academicians have interests in
investigating the usefulness of accounting data. They have
been studying the financial ratios as predictors of
corporate.failure. W.H. Beaver had conducted a study on the
usefulness of the financial' ratios as predictors of
corporate failure, i.e. the inability of the corporate to
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honor its financial obligations as they mature. The
research was a univariate ratio analysis. It only found out
the predictive power of a single financial ratio.
Altman, E.I. had adopted a similar approach by
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investigating the predictive power of financial ratios. He
developed. the Z-score model to help analysts predict the
possibility of financial failures. Multiple discriminant
analysis, a statistical technique, was employed in his
development of the Z-score model. This is a multivariate
model..
McDonald, B. and Morris, N.H. conducted another
27
univariate ratio analysis in recent years. They concluded
that there was strong empirical evidence found for simple
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ratio analysis used in its traditional form.
Holmen, J.S. conducted a study of comparing the
multivariate model proposed by Altman and the univariate
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model put forward by Beaver. A total of 84 bankrupt firms
were identified for the years 1977 to 1984. Holmen found out
the Z-score model of Altman correctly predicted 5G percent
to 7G percent of the sample, yielding an average error rate
of 30 percent. On the other hand, Beaver's univariate model
gave a better result. It correctly predicted between 71
percent to 92 percent of the sample, yielding an error rate
of 20 percent.
As the univariate model utilizing the simple accounting
ratio was found to be successful *in predicting the failure
of corporations, accounting ratios in their traditional
forms are given due attention in this research. The purpose
of this study is riot to find out whether the multivariate
model or the univariate model is superior to the other but
to find out the perceived information value of the
accounting data. Since a lot academic researches have been
performed in finding out the predictive, power of financial
ratios, it is my interest to find out whether the investors
perceive the published accounting data to possess
information value.
With the above-mentioned literatures. as input to my
design of the questionnaire, a set of questions on
accounting ratios has been developed. The questions I ask
are about whether the normally used ratios or items in the
interpretation of accounts are useful in the investors'
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evaluation of the stocks. Apart from the ratios and items
the accountants normally analyze in the interpretation of
accounts, I also ask a lot of related questions which are
likely to be of value in the investors' evaluation of the
stocks in the Hong Kong market. A copy of the questionnaire
is attached aL the end of this Chapter.
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5. 2 FINDINGS
There are 42G2 full members from the Hong Kong Society
of Accountants (FIKSA). As reported previously, I have sent
out a total of 1500 questionnaires to the professional
accountants. This accounts for 35% of all the HKSA
members. Out of this 1500 accountants, 304 of them
returned the questionnaires. It is 7 percent of-all the HKSA
accountants. Given the fact that not all the accountants are
investors in the Horns Kong Stock Market, 7% is an
encouraging figure.
The responses to the questions reveal that 72 percent
(133 out of 2G3 persons) of the respondents intends to hold
the shares they have purchased for a period of less than one
year. significance level p=0.0000.
During the analysis of the responses to my questions,
it is found that the individual investors regard some
accounting information of much marginal informational value.
The items which are perceived to be of immense information
contents are the earnings per share, price-earning ratio,
the past price trend of the stock, the recent Hang Seng
Index movement, news on takeovers, performance of other
companies in the same industry. The percentage of
respondents giving a positive answer to the above are over
30 percent.
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5.2.1 Earning per share and Price earning Ratio
Among the respondents, 92 percent( 255 out of 277
respondents, significance p=0.0000) of them revealed that
they found the earnings per share a valuable item from the
published accounts. Also 90 percent (250 out of 277 persons,
significance p-0.0000) of the respondents disclosed that
they found the price-earning ratio a important item from the
published accounts.. It is not surprising that both the
earnings per share and the price earning ratio have been
among the popular items the investors look for in the
accounts. We can readily find those items frequently quoted
in most commentary on stock evaluation published in the
press. One of the reason for the popularity is that it is an
easily understood idea of stock evaluation. Everybody can
easily calculate the reasonable stock price by multiplying
the earnings per share with the price earning ratio he
regards.as reasonable. Even the institutional investors have
been using this approach of stock evaluation for reference
purpose. The results are shown in the Fig. 5.1 and 5.2.
Figure 5.1 Perception of respondents to earning per share
Yes( 92% of respondents) 255 person
No 22 persons
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Figure 5.2 Perception on Price to earning ratio
Yes( 90% of respondents) 250 persons
No 27 persons
Another interesting point to note is that for those who
want to analyze the financial statements before they make
their investment decisions, 97 percent of them have been
affected by the earnings per share. Even among those who do
not analyze the accounts before they make their investment
decisions, 78 percent indicated that they have been affected
by the EPS. It is'perfectly natural for us to expect the
investors who analyze financial statements to have been
affected by a certain accounting item. Also, it is natural
for an investor who do not analyze financial statements not
to be affected by accounting figures. However, the
percentage quoted above carry significant value. Here we
notice that even the investors who not analyze financial
statements are affected by the EPS. This result reveals EPS
is so important an accounting item that most of the
investors no matter whether he prefer to analyze financial
statements to be affected by it.
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( N.D. The total number of responses in Fig. 5.3 add up to
237. However, the total number of responses reported in Fig.
5.1 is 277. As the two figures are both related to EPS, one
expect the number of responses equal. This anomaly is due to
the introduction of an additional classification in the
crosstabulation of Fig. 5.3, i.e. whether the investors
analyze the accounts. It is discovered that a respondent to
the questionnaire may not answer all 'questions. For the
total number of Fig. 5.1 and 5.3 to equal each other, all
respondents to questions regarding EPS have to give a valid
reply to the question of whether they 'analyze financial
statements. If the respondents do not give a valid reply to
both questions analyzed in the crosstabulation, irregularity
emerge. Anomalies caused by the same reason appear in the
other crosstabulations shown later.)
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A similar .phenomenon appears as I analyze the
responses to the question on price earning ratio. 97 percent
of the investors who want to analyze the financial
statements have been affected by the P/E ratio. Whereas 74
percent of those who do not analyze the accounts have been
affected by the ratio. This result confirms that the P/E
ratio and the EPS are the most common stock evaluation
techniques used in hiong Kong.
62
Figure 5.4 Responses to price earnings ratio
Count
Not affectedRow% Affected










85 percent( 221 out of 2G1 people, significance
p=0.000) of the respondents indicated that they have been
affected by the net profits disclosed in the current year's
interim report of the companies. Also 77 percent (139 out of
24G people, significance p=0.000) of the respondents
revealed that they have been affected by the net profits of
the companies in the past five years. The breakdown of the
respondents according to whether they have been affected by
the net profits of the past five years is shown in Fig. 5.5.
It clearly indicates that the investors are predominately
influenced by the profitability of the listed companies.
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Figure 5.5 Responses to net profits of the past five years
count
Not affectedRow% Affected






38.2who do not 61.8
50.02 5. 9analyze A/C
Pearson's R <0.005
On the question,of the net profits to sales ratio, 56
percent of those who analyzed the accounts indicated that
they have been affected by the ratio. On the other hand,
only 22 percent of those who did not analyze the accounts
have been influenced by the item. Collectively, I find that
only 40 percent of the total respondents indicated that they
have been affected by the accounting item. This shows that
the net profits to sales item is not an accounting item
having strong impact on the investors.
64Figure 5.G Responses to net profits over sales
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Pearson's R= 0.0000
5.2.3 Profits Dividend-Forecasts
81 percent (189 out of 233 people, p= 0.0001) of the
all the respondents revealed that the profits forecast was a
prime concern as they made their investment decisions. Even
those who did not analyze the financial statements perceived
the profits forecast to be possessing of information
content. The detailed breakdown is as Fig. 5.7 below:-
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On the dividend forecast, the followings are revealed.
The percentage giving a positive answer to the dividend
forecast question is only 63 percent (152 out of 242,
p0.01). This is consistent with the relatively lower
percentage of respondents giving a positive answer to the
question on dividend payment than on profitability of a
company.
5.2.9 Price Trend
Apart from the accounting information which the
respondents found to have affected their investment.
decisions in the past, they also revealed that they have
been affected by some of the non-accounting information. As
the objective of the investors is to yield a profit on the
fund they invest in the stock, they are therefore very much
concerned with the price trend of the stock in the past. 94




respondents revealed that they have been affected by
past price of the stock in their past investment decisions.
Apart from the price performance of a particular stock, the
investors are also very much influenced by the movement of
the Hang Seny Index. 89 percent (240 out of 269 persons,
p=0.000) of the respondents revealed that the Hang Seng
Index movement was an important parameter in their
investment making decisions.
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Figure 5.3 Perception on past price trend of the stock
Yes( 94% of respondents) 267 persons
No( 17 persons)
Figure 5.9 Perception on Hang Seng Index
Yes( 89% of respondents) 240 persons
No( 29 persons
5.2.5 Takeover
As stock price is affected significantly by the news on
acquisition and mergers, the investors have been affected
very much by information and rumors on takeover attempts
circulating in the market. The percentage reporting yes' to
the question of being affected by the information is 86
percent (225 out of 261 persons, p=0.000).
Figure 5.10
Perception on rumors/information on takeover attempts
Yes( 36 % of respondents) 225 persons
No 36 persons
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5.2.6 Companies in the Same Industry
Another factor which has affected the investors in
their investment decisions is the recent performance of
other companies operating in the same industry. The impact
is particularly profound around the period of results
announcement. During that period, the stock price of a
company is highly likely to be affected by the announcement
of the result of another company operating -in the same
industry. A good result for the company operating in the
same business means that the whole industry is likely to
have good results over the same accounting period.
Therefore, the percentage of respondents reporting yes to
the question of whether affected by the performance of those
companies operating in the same industry is 03 percent (216
out of 260 persons, p=0.000). It shows that the investors
pay attention not only to the financial statements of one
company. They also pay due attention to other companies in
the same industry. While asked whether they have been
affected. by the market competition facing the company, 31
percent of the respondents (201 out of 248 persons, P=0.000)
give a positive answer. It shows that the investors as a
whole are concerned with the performance and market




Perception or, information of other companies in the same
industry
Yes( 33% of respondents) 21G persons
No 44 persons
5.2.7 Assets Turnover
There is one interest point noted from the analysis of
the results. 31 percent (160 out of 197 persons, p 0.001) of
the respondents give a negative answer while asked whether
they have been affected by the ratio of sales to total
assets. The statistic shows that the respondents are
predominately not concerned with the assets turnover of a
company. The asset turnover rate indicates how well the
management utilizes the assets under their control to
generate sales. The empathy of the respondents towards the
asset turnover rate indicates that they are not interested
with the ability of the management regarding the utilization
of assets and their ability of the management to generate
sales and income for the company. The breakdown of the
respondents according to whether they analyze the accounts
are shown in the Fig. 5.12. An interesting point is even
among those who analyze the accounts, 74 percent of them
have not been affected by the assets turnover ratio of a
company. Only 2G percent of those who analyzed the accounts
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perceived the accounting item to possess information
content. The percentage of those who did not analyze the
accounts is even more predominantly leaned towards the
negative side. This gives me an obvious answer that the
investors do not perceive the assets turnover ratio of much
information value.
Figure 5.12 Responses to assets turnover
Count
Not affectedRow% Affected
Column% by the by the
Itern Item
34Respondents 97
who analyze 2 6. 0 74.0
Accounts 91.9 60.6
3.Respondents 63




Apart from the concern on the earnings per share of a
company, the respondents exhibited a concern with the
dividend payment of the company. 71 percent (169 out of 238
persons, p=0.0001) indicate that they have been affected by
the dividend paid during the past five years of a company.
We can see, that 80 percent of those who did analyze the
accounts have been affected by the past dividend payment of
a company. The past dividend of a company has been an
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..important area of concern to the investors. Even among the
investors who did not analyze the accounts, 54 percent of
them have been affected by the past dividend payment in
their investment decisions.
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Figure 5.13 Responses to Past dividend payment
Count
Row% Affected Not attentedI
Column% by the by the
Itern Iteen
Respondents 32125
who analyze 20.479 .6
Account:3 46.474.0
Respondents 3744
who do not 45.754.3
53.62 6. 0analyze A/C
Pearson's R= 0.0001
5.2.9 Extraordinary Items
Another subtle point is that 67 percent of the
respondents (142 out of 212 persons, p=0.0000) revealed that
they have been affected by whether or not there is
extraordinary items disclosed in the financial statements of
the companies. If we break down the responses into two
groups according to whether they analyze the accounts, we
notice that about half of investors stick to their assertion
of whether they analyze the accounts. 77 percent of those
who analyzed the accounts have been affected by the accounts
whereas 46 percent of those who did not analyze the accounts
have been affected by the accounting item.
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Fivure 5.1-4 Responses to extraordinary item over net prof its
Count
Row Affected Not affecLe,






who do not 53.646.4
52.9analyze A/C 22.5
Pearson's R= 0.0000
5.2.10 Net Assets Value
Among the respondents, 81 percent (220 out of 271,
p=0.000) of them disclosed that they have been affected by
the net asset value of a company. This result is consistent
with the findings from the panel discussion with the
professional accountants.
5.2.11 Cash Flow Items
During the- panel discussion, one of the professional
accountants revealed that he has used some sort of cash flow
evaluation model in the evaluation of stock. Therefore, I
have interest in finding out whether the respondents as a
whole do use some sort of cash flow approach for stock




affected by, the non-cash flow items as they make their
investment decisions. It is because the stock analysts have
to figure out the cash flow of a company by adding back the
non-cash flow items to the operating profits of a company.
Somewhat to my surprise, 73 percent (158 out of 216,
p=0.000) of the respondents revealed that they have not been
affected by the non-cash flow items. Therefore. it is a
signal that a predominate number of the investors are not
using the cash flow approach for stock evaluation.
5.2.12 Interest Rate Movement
There is a common'belief'that interest rate movements
have an impact on the pricing of securities in the stock
exchange. My study confirms that 83 percent (221 out of 265,
p=0.000) of the respondents had the same belief and that
belief had its impact in the minds of the investors.
5.2.13 Short Term Liquidity Position
The responses show an interesting result to the
question on.whether the investors have been affected by the
ratio of current assets to current liabilities. Even among
those who indicated that they found it necessary to analyze
the financial statement before they made their investment
decisions, only 57 percent perceived the current ratio to
possess information content. The other 43 percent show no
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interest with this accounting item. The responses indicate
that investors were not predominately concerned with the
short-term liquidity position of the companies.
Fictur.e 5.15 Responses to current ratio
Count
Not affectedlAffectedPow b







analyze A/C 14.4 49.2
Pearson's R= 0.0000
5.2.14 Long Term Financial Leverage Position
For the long term financial leverage position, only the
more sophisticated investors have been affected by the item.
Among' those who wanted to analyze the accounts, 73 percent
of them have been affected by the ratio of long term debts
to equity. However, only 27 percent of those who did not
analyze accounts have been affected by the item. It
indicates that the more analytical minded investors
perceived the accounting item on financial leverage to
possess information content. However the less analytical
minded did perceive otherwise.
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Figure 5.16 Responses to long term financial leverage
Count i
Row% Al: fectecd Not affected)
Column % by the by the I
Item Item I
Respondents 100 38
who analyze 72.5 27.5
Accounts 34.0 43.2
Respondents 19 50
27.5who do not 72.5
1 G. 0analyze A/C 5G .8
Pearson's R= 0.0000
On a related question of whether the investors have
been affected by the debt interest cover, those who analyzed
the accounts were predominately of the opinion that the item
possessed information content. Whereas those who did not
analyze the accounts thouht otherwise.
Figure 5.17 Responses to debt interests cover
Count
Row% Affected Not affected
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Respondents 5212




5.2.15 Reports accompanying the accounts
Only the investors analyzing the financial statements
perceived the audit report to possess information content.
Similar results emerge over the study of the
chairmen's/directors' reports.
Fiqur.e 5.13 Responses to audit reports
Count
Not affectedRow% Affected
by theby theColumn %
Item Item
Respondents 31119
. 379 20.7who analyze
80.4 39.7Accounts
4729Respondents
61.33 8. 2who do not
60.319.6analyze A/C
earson's R= 0.0000
Figure 5.19 Responses to chairman's and directors' reports
Count
Not affectedRow% Affected






who do not 58.341.7
analyze A/C 5 G. 820.8
Parson's R= 0.0000
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5.2.1G Consistency or the respondents
Correlation tests have been conducted on the
respondents to see whether they demonstrate consistency in
their replies regarding the same category of questions. For
the accounting-related questions, the followings are grouped
together according to their topics they are related to:-
Profitability: Q2, Q10, Q12, Q19
Financial Leverage: Q3, Q13
Dividends Payment: Q7, Q14
Extraordinary Items: Q9, Q15
Reports accompanying the accounts: Q231 Q24
It is revealed from the test on correlation that the
replies to the questions in the same group exhibit a high
pearson correlation coefficient( p< 0.05). It indicates
that respondents giving a positive answer to one of the
accounting-related questions in one specific category have a
strong inclination to give a positive answer to the other
accounting-related questions in the same group. Therefore




CONCLUSION OF THE STUDY
G.1 Summary
In the preceding chapters, we have reviewed the
responses of the investors to the accounting information. We
have found among the institutional investors that they did
not pay too,much attention to the accounting information.
Also, the professional accountants only regarded several
accounting items related to profitability as of information
value. And the impact of the accounting information on the
investors without any training on the finance and accounting
area is of even less significance.
What interests me are the reactions of the
institutional investors and the professional accountants.
The institutional investors are the participants with much
more financial resources and expertise on the stock market
than individual investor. The stock market would be to a
large extent influenced by the decisions of the
institutional investors. So long as* the professional
accountants are concerned, they have the skills and
knowledge 'regarding the understanding of the financial
position provided by the published accounts. A lot of other
individuals and institutional investors would seek their
views upon the meaning of the prospectus and the published
annual reports. Therefore, the perception of the
80
institutional investors and the professional accountants
should be of much value to our understanding concerning the
informational contents of the published accounts.
According to the interviews with the representatives.of
the institutional investors and the questionnaire survey
with the professional accountants, we understand that some
items on the published accounts are perceived to possess
.information contents.
In accordance to the reasoning that the investors have
been affected in their past investment decisions by
accounting items perceived to. possess information content, I
am of the opinion that the investors perceive the following
accounting items to have information content. They are
earnings per share, past profits, past dividend payment, and
to a lesser extent net assets value. We can see that the
investors are concerned with one basic category of
accounting item, i.e., profitability. However they are
particularly not concerned with the assets turnover and the
cash flow. Also, no clear trend can be identified on items
such as:-
1. short term current ratio,
2. long term financial leverage,
3. net profits to sales ratio,
4. interests cover and dividend cover, and
5. the auditors' and the chairman's report.
To conclude, the investors perceived only those few
accounting items related to the amount of profits to be
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possessing information content. Most other items are not so
perceived by the investors. The investors are not concerned.
with the information given by accounting items showing how
efficient the management is regarding their management of
assets. Nor are they concerned with the accounting items
giving information on the short-term and long-term financial
positions of a company. They do not even bother to
understand what the auditors and the chairman laid down in
their reports. What they concern themselves is simple. It is
,the bottom line figure reported in the interim and annual
accounts.
There is a good reason advanced for the investors'
primary concern with the bottom line figure. The bottom line
figure is readily available for incorporation into the most
commonly accepted stock evaluation model: Price-earning
model. It is an easily understandable model. No particular
training is needed for the application of the model for
stock evaluation.
So long as items like assets turnover, short-term
liquidity position, long term leverage ratio, and net profit
ratio are concerned the investors did not perceive those
accounting items to be of much information value. One of the
reason is that 72 percent of the investors contacted during
the questionnaire survey intended only to hold their
purchased shares for a period less than one year. The
investment horizon was short-term. They were therefore not
particularly concerned with the performance of the
management reflected in the accounting items like assets
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turnover, financial positions both short-term and long term,
and the net prof its margin. They were probably of the
opinion that accounting data like assets turnover, financial
position, and profit margin would have their significance
over a longer period. As most of the investors contacted
intended only to hold their purchased stock for a period of
less than one year, it is not unreasonable for them to turn
a blind eye to accounting items other than the bottom line
figure.
6.2 What- the professional accountants can help
There are investors who indicated that they did not
analyze the financial statement's as they made their buy/sell
decisions. There are several ways in which the professional
accountants can possibly help the information users obtain
more benefits from the financial statements.
One of the ways is to provide more periodic financial
statements to the investing public. Currently the listed
companies only provide the public annual accounts and
interim accounts. In order to give more up-dated information
to the public, the accounting profession should consider
providing more periodic financial statements to the public,
say quarterly reports. The accounting profession could
consider issuing guidelines to the listed companies
directing them to provide more frequent accounts to the
public.
Secondly, the accountants can provide the investing
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public earnings forecast which the present accounting
practice does not provide. The investors are basically
concerned with the prospect rather than the historical
results of the company. In order to better serve the
investors, the accounting profession cuuld consider setting
up regulations or guidelines to direct the listed companies




1. Argyris, C., The impact of budgets on people
(Controllership Foundation, 1952)
2. Simon. II.A., Guetzkow, H., Kozmetsky, G., Tyndall, G.,
Centralization Vs decentralization in organizing the
controller's department (Controllership Foundation,
1954)
3. Devine, C.T., Some behavioral aspect of accounting,
Essays in accounting theory, Vol. 1 (1962) p.70
4. Ducymanri, R.E., R.E. Hoskins, and R.J. Swieringa, An
accounting change and information processing changes,
Accounting, Organization, and Sociey ,1982.. P.1.
5. Dyckmann, R.E., Investment analysis and general price
level adjustments, Studies in Accounting Reserach, 1.
American Accounting Association. 1969.
6. Jensen, R.E., An experimental design for study of
effects of accounting variations in decesion making,
Journal of Accounting Reserach. Autumn 1966. 4. p.224.
7. Livingstone, J.L., Electric utility planr replacement
cost, The Accounting Review. April 1967. 42. p.233.
8. Livingstone, J.L., A behaviral stydy of tax allocation
in electric utility regualtion, The The Accounting
Review. July 1967. 42. p.544.
9. Ijiri, Y., R.K. Jaedicke, and K.E. Knight, The effects
of accounting alterantives on management decisions, in
Reserach in Accounting Measurement, Menasha, Wis.:
American Accounting Association, 1966.
85
10. Oliver, B.,"A study of confidence interval financial
staements, Journal of Accounting Research. 1972.
10(1). P.154.
11. Patton, J.M., "An experimental investigation of some
effects of consolidating municipal financial reports,"
The Accounting Review. April 1978. 53. P. 402.
12. Birnberg, J.G., and R. Nath, "Implications of
behavioral science for managerial accounting," The
Accounting Review. 19G7. 42. P.4G8.
13. Bruns, W.J., "Accounting inforamtion and decision
making: some behaavioral hypothses," The Accounting
Review. 1968. 43. P. 4G9.
14. Bruns, W.J.', and D.T. DeCoster, "Accounting and its
behavioral implications (McGraw Hill) 1969.
15. Hofstedf, T.R., and Kinard, J.C., "A strategy for
behavioral accounting research, "The accounting review
(Jan., 1970) p.38.
1G. Committee on Accounting Valuation Basis," Report of the
Committee on Accounting Valuation Basis," The
Accounting Review. 1972. Supplement to Vol. 45. P. 535.
17. Libby, R., "Accounting ratios and the prediction of
failure: Some behavioral evidence," Journal of
Accounting Research. Spring 1975. P. 150.
18. Wright, W.F., "Self-insight into the cognitive
processing of financial information," Accounting,
Organization, and Society. 1977. 2. P. 323.
19. Wright, W.F., "Financial inforamtion processing models:
an empirical study,"The Accounting Review. 1977. 52.
86
P. G7G.
20. Lev, L3., "Accounting & information theory", Studies
in accounting research,,number 2,'American Accounting
Association. 19G9.
21. Altman, E.I., Corporate financial distress, a complete
guide to predicting, avoiding and dealing with
bankruptcy. (1933) John Wiley & Sons, Inc.
22. Beaver, H.W., "Financial ratios as predictors of
failures", Empirical research of accounting, 1966.
p.71.
23. Ashton, R.H., "Human information processing in
accounting," Studies in accounting research, number 17,
American Accounting,Association. 1982.
24. Libby, R., "Accounting and human information
processing: theory and applications," Prentice Hall,
1981.
87
25. Beaver, W.H., "Financial ratios as predictors of
failure", Empirical Research of Accounting, 1966. p.
71.
26. Altman, E.I., Corporate Financial Distress, a complete
guide to predicting, avoiding and dealing with
bankruptcy. 1933. John Wiley & Sons, Inc.
27. McDonald, B., and Morris, M.H., "The statistical
validity of the ratio method in financial analysis,:
an empirical examination." Journal of business finance
and accounting (UK) Vol. II. Spring 1984. p.89.
28. Holmen, J.S., "Using financial ratios to predict
bankruptcy: an evaluation of classical models
using recent evidence", Akron business & economic
review. Vol. 19. Spring 1988. p.52.
88
Appendix
Please answer the followings according to your past experience.
1. Have you purchased shares in any listed Hung Kong company?
as. Yes
b. No
2. How long did you intend to hold the purchased shares?
a. One week or less
b. One month or less
c. One year or less
d. Five years or less
e. More than five years
3. As you made the purchase decision in the past, did you find
it necessary to analyze the financial statements of the
company?
4. According to your past experience, had you taken into
consideration information other than those disclosed in the
financial statements before you purchased the shares?
a. Yes
b. No
5. If your answer to Q.4 is yes, please specify the information.
G. Please rank your specified information together with the
information disclosed in the financial statements in
descending order of importance.
(i.e., the most important item of information first, and
then the second most important information, and all the way
down to the least important information.)
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7. In your past experience, had the followings affected your
decision of buying shares in a listed I-long Kong company?
































































(16) Whether the Hang Sang Stock Index had been moving up of





.(17) Whether there are information or rumors on takeover






























(24) The chairman's report or the directors' report which




(25) The non-cashflow items








8. Please also give any other information you had taken into
consideration as you made the share purchase decision.
Please return the completed questionnaire in the enclosed
.envelope. Thank you.
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